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REPORT 


[To accompany nomination of Charles D. Mahaffie with the recommendation, 
by unanimous vote of the committee, that the nomination be confirmed] 


In reporting favorably on the nomination of Mr. Mahaffie for 
reappointment as a member of the Interstate Commerce Commission, 
your committee believes it a duty to the Senate, to the public, and to 
scores of thousands of interested American citizens, resident in every 
State of the Union, to make clear the existence of certain very serious 
problems. Policies laid down by the Congress and the Executive, 
directly and indirectly affecting railroad financial reorganizations, have 
been disregarded by the Interstate Commerce Commission. The 
Commission has also persistently ignored the plain facts of modern 
economic life. If these practices are not speedily corrected by the 
Commission itself, the committee is prepared to recommend that 
Congress overhaul the entire machinery and handling of such reorgan- 
izations to insure that they accord with present-day conditions and 
with the determined policies of the Congress. 

For the last 8 or 9 years the committee and others in the legislative 
and executive branches of the Government have been gravely con- 
cerned over the forfeitures of private investments in our great railroad 
systems, resulting from reorganizations in equity rece iverships and in 
proceedings handled by the Interstate Commerce Commission under 
section 77 of the Bankruptey Act. In 1946 the committee reported 
(S. Repts. Nos. 925 and 1170, 79th Cong., 2d sess.) that in such 
proceedings the Commission declared over $2 billion of railroad 
securities to be worthless and decreed that they be extinguished. 
Such forfeiture decisions were based on the Commission’s dim fore- 
casts of what the future earnings of the railroads would be. The 
predictions were so rooted in pessimism and in the spirit of the depres- 
sion that many stocks and bonds, generally considered to be valuable, 
were held by the Commission to be valueless. In result, savings and 
investments of scores of thousands of American families were wiped 
out. 
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Even after the Commission’s forecasts were proved wrong, and 
despite persistent prodding by this committee to bring the Commis- 
sion’s attitudes and actions into line with economic realities and ex- 
press congressional policies, the wholesale destruction and amputation 
of the rights of securityholders continued practically unbated. 

It is because of deep concern with these problems that the commit- 
tee undertook, in connection with the present nomination, to conduct 
an inquiry into the gross mistakes that have been made and into 
various factors and considerations essential to the avoidance of similar 
mistakes in the future. The record of the hearings not only confirms 
the tragic errors of the past, but also reveals the urgent necessities of 
the present. It is a record le nding support to the use of voluntary re- 
cipitalization in lieu of reorganization. The Interstate Commerce 
Commission should reshape its entire thinking and conduct in railroad 
reorganizations to accord with existing economics and existing legis- 
lative and executive policies. Unless this is done, the committee will 
recommend legislation to check abuses that can no longer be tolerated 
and to insure, as far as practicable, that no railroad investor ever 
again suffers needless and ruthless loss of his property at the hands of 
this Commission. 

It may be useful to the Senate to have a few examples of what the 
Commission has done, or failed to do, in disregard of policies it should 
implement, not defeat. We do not impugn the Commission’s honesty. 
But the Interstate Commerce Commission, like most commissions 
created to carry out the intent of Congress, too often forgets that it is 
an arm of Congress and considers itself an independent policy maker. 
It has been referred to as a body of experts by some courts so often 
that the members have come to believe it themselves. 

As everyone knows, it has been the policy of Congress and the 
Executive, for at least two decades and longer, to mitigate the effects 
of temporary set-backs in our business world. We have made it 
our determined purpose to save rather than destroy private property 
ownership. We in the Congress, as well as State legislatures, have 
tried our best to prevent foreclosure of farms and homes and business 
properties, to prevent destruction of enterprises which run into 
temporary embarrassment, among other considerations in order to 
prevent losses to depositors of savings and other funds in banks, to 
prevent losses of jobs, and to prevent economic insecurity and loss 
generally. In the field of railroad investments, however, the Inter- 
state Commerce Commission has destroyed hundreds of millions of 
dollars of bonds and stocks, and has impaired contract rights of 
additional billions of dollars of bonds. And the tragedy is that much 
of it has been unnecessary and avoidable. The Commission has done 
this on a guess about the future—a pessimistic guess, a black guess. 
Not once, but repeatedly, in railroad after railroad, the actual earnings 
over a number of years have proved higher, and usually very much 
higher, than the Commission forecast. And for every million dollars 
of underestimate, the Commission has unjustly destroyed $20 million 
to $25 million of private investors’ property. The total forfeitures, 
as noted above, have exceeded $2 billion. Probably never in a com- 
parable period of time and prosperity has such a vast amount of 
private property been confiscated and extinguished. 

It is no answer that some parties to reorganization proceedings, 
serving their own interests against opposing evidence, sometimes pre- 
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sented forecasts of future business as dim as those adopted by the 
Commission. It is no answer that the Commission, a body of so- 
called experts, did not realize the resourcefulness of American industry 
to extend and expand our economy to ever higher levels. It is no 
answer that the Commission, and particularly its financial specialists, 
were living in the spirit of the depression. Nor is it any answer that 
they had little knowledge of the immense strides made by Congress 
to prevent and limit the damage of any future depression. Even the 
nominee, a specialist in financial affairs, admitted ignorance of our 
congressional enactments and policies on this subject. The policies 
of Congress have been ignored and the Commission has been virtually 
selling the country short. U nquestioned honesty, integrity, and good 
intentions afford empty comfort to the thousands of citizens who have 
been the victims of the Commission’s efforts to squeeze the water out 
of railroad securities when all that was squeezed has been the blood 
of many patriotic investors. 

Another and very important illustration of the Commission’s dis- 
regard of Song TSerEee: enactment relates to a law which Congress 
passed in 1948 (11 U.S. C. 208). In this law, which grew out of the 
problems and manila developed in this committee’s 1946 reports 
(S. Repts. Nos. 925 and 1170, 79th Cong., 2d sess.), we laid down 
considerations and policies to bring about reasonable adjustments of 
creditors’ claims, without radical reorganizations and forfeitures. And 
particularly we stressed the use of immense sums in the treasuries of 
railroads still in the hands of the courts to reduce their debts by pur- 
chases and retirements of railroad bonds at advantageous discounts. 
We have yet to see the Commission deal with this subject, or speak 
up about it, or even indicate that they accept, in fact, the policy laid 
down by law. Four years of silence and inaction cannot be excused 
by the fact that it is the court trustees who must actually make what- 
ever purchases and retirements of debt are authorized. The Com- 
mission is remiss, if it fails to ascertain the relevant facts and if it 
fails to recommend reasonable debt-reduction measures in accordance 
with the declared legislative policy. 

Moreover, the Commission can very properly say, when a reor- 
ganization plan is submitted, that it will not consider it or waste 
the taxpayers’ money in elaborate proceedings, until the trustees have 
first made full and effective use of surplus cash. It is a well known 
fact that trustees, protected, they may think, by some district judge 
or another, have flouted congressional policy with impunity. There 
must be a stop to this. Above all, however, the Commission with 
authority and responsibility delegated by the Congress, has no right 
to shut its eyes to the facts or sit idly by, ignoring our declared intent. 
The Congress has clearly shown its aim to have property saved, and 
not ne edlessly destroyed. The Commission must obey our directions, 
instead of finding ingenious excuses for flouting them. 

Still another example requires special mention. It has been the 
policy of Congress, in statute after statute enacted over the past 60 
years, to curb and not to promote the growth of vast monopolies. For 
over half a century this has also been the policy of every Chief Execu- 
tive and of both parties. It is the settled policy of the American 
people. Yet we find the Interstate Commerce Commission, in one 
reorganization case after another, turning over to a small coterie of 
interests in one financial center the control of enormous railroad 
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systems and the vast patronage flowing from such control, instead of 
leaving it to the owners to elect their directors in accordance with 
State and Federal law. 


Recently Supreme Court Justice Frankfurter has spoken out against 
the tragic and outrageous destruction of private investments in rail- 
road reorganizations—once in an equity receivership proceeding 
affecting the Seaboard Air Line Railroad Co., and again in an even 
more notorious proceeding, conducted by the Commission, affecting 
the Missouri Pacific Railroad Co. and its subsidiaries, the Gulf Coast 
Lines and the International-Great Northern Railroad Co. Both 
opinions, which we commend to all Members of the Senate for careful 
study, are set forth in their entirety as an appendix to this report. 


In the Seaboard case, the Supreme Court Justice’s ringing opinion 
states in part: 


All valuations based on estimates of future earnings are bound to be guesses in the 
sense of reaching into the future. That is a reason against, not for, turning guess- 
work into dogma and a reason for correcting bad guesses as much as is reasonably 
practical by hindsight. In view of the impressive demonstration afforded by the 
Seaboard as to the frailty of pretentious guessing which causes ruthless, however 
unintended, destruction of property, perhaps district courts should today be far 
more reluctant to sanction destruction of massive proportions of securities on the 
basis of such illusory estimates. 
* * * * * * & 


And the Seaboard is not an isolated case. In other railroad cases post-prediction 
earnings over a substantial period are far above the estimates on which extinction 
was decreed against junior securities. Indeed, the records of these railroad re- 
organizations at the hands of the Interstate Commerce Commission and special 
masters, and cou'ts have inevitably aroused deep skepticism as to expertise in 
this field, or at least to reliance in decreeing drastic forfeitures on the basis of it. 
It is not to be wondered that both the Executive and the Congress have recorded 
dissatisfaction with the heavy incidence of forfeiture decreed by courts, not by 
virtue of specific authorization but as a matter of judicial administration. 


In the Missouri Pacific case, Justice Frankfurter, with complete 
mastery of the facts, cut through the verbosity and pretentiousness 
of the Commission’s reports: 


The reorganization plan sustained by the lower court involves the forfeiture of 
existing securities of vast proportions. The Commission’s plan also eliminates 
existing corporations and directs financial power into new channels. These far- 
reaching consequences are based on the Commission’s predictions of the fu- 
ture. * * 

In the 11 years since the Commission first proposed forfeiture on the basis of 
estimates of future earnings in this case, the actual earnings of each of the three 
component parts of the Missouri Pacific lines have exceeded those estimates. 
Two of the three have earned, in those 11 years, more than twice as much as the 
estimates; one earned almost 50 percent more than the estimate. 

For the system as a whole, the actual earnings of the eleven post-estimate years 
averaged $18,000,000 per year more than the estimate on which the Commission’s 
oe iture plan was base d. For every million dollars of underestimate of future 

arnings the Commission’s forfeiture proposals would unjustly destroy 20 to 25 
niisien dollars of securities. * * * The error indicated by the 11 years of 
actual earnings suggests that the Commission undervalued the property in 1940 
and 1944 by $360,000,000 to $450,000,000. * * * 

On the basis of the record of actual earnings so far available, the indicated 
error in the Commission’s 1949 increased estimates of future annual earnings is 
$11,500,000; this sum, multiplied 20 to 25 times, in accordance with the Com- 
mission’s procedures in determining the amount of forfeitures in railroad reorgani- 
zations, implies a wiping out, under the 1949 plan, of $230,000,000 to $287,500,000 
of junior security-holder interests. 

Besides the rights which the Commission has thrice deemed valueless, it has 
proposed to substitute securities less valuable than what bondholders at present 
own. The total stated amount of Missouri Pacific system bonds, stocks, and 
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accumulated dividends, whose owners would suffer what amounts to partial or 
entire forfeiture, exceeds three-quarters of a billion dollars. * * * 

It might be expected that when the Commission has, at three different periods, 
made estimates of future earnings for each of three component portions of a rail- 
road system, as well as for the system as a whole, and in effect for various classes 
of its securities some of the errors inevitable in each of the numerous estimates 
would be overestimates, and some would be underestimates. In this Missouri 
Pacific proceeding, the Commission’s errors have invariably been underestimates— 
for the system as a whole, for each part of the system, for different classes of 
securities, in 1940, again in 1944, and once again in 1949, * * * 

Even more than did the Seaboard situation the whole record in the Missouri 
Pacific reorganization proves ‘‘not the mischance of a mere gue ss. It calls into 
question the whole process of dealing with this problem.”’ * * 


The Wall Street Journal, one of the Nation’s foremost financial 
newspapers, published an editorial praising the forthright analysis 
made by Justice Frankfurter. On June 12, 1952, this is what the 
Wall Street Journal editorial stated: 


In a special memorandum commenting on the successive plans for reorganizing 
the Missouri Pacific Railroad Co., which have been before the Interstate Com- 
merce Commission and the courts for years, Justice Frankfurter expresses grave 
doubts concerning the manner in which the Commission has handled the re- 
organization proceedings in this case. By clear implication, his doubts apply as 
well to other railroad organizations since the 1930’s, a number of which have been 
completed beyond the possibility of alteration. 

This newspaper will perhaps be pardoned for taking a keen interest in Justice 
Frankfurter’s memorandum. 

In more careful and cautious phraseology it agrees with what we have more 
than once said editorially about the pontifical manner in which the Commission 
has declared existing railroad stocks to be worthless and has estimated the future 
net earnings of rail systems under reorganization. Justice Frankfurter touches 
delicately on this aspect of the Commission’s course when he avers that since 1940 
the Missouri Pacific has averaged earnings of $10 a share on the common stock 
which the Commission said had no value and never would have any. 

If Justice Frankfurter means that the ICC has no prescience to read the future 
of the American economy or any part of it and ought not to arrogate to itself 
such preternatural vision, we agree with him and have for years. 

We have held and still hold that an effective reorganization, one enabling the 
enterprise to preserve solvency under efficient management and according senior 
lien holders their claims as and when these can be earned, does not require that 
the pre-reorganization equity holdings be destroyed. Justice Frankfurter re- 
marks that what has been happening in railroad reorganizations ‘‘calls into ques- 
tion the whole process of dealing with this problem.” 

We have already been asked whether the learned Justice’s memorandum is not 
sadly belated, whether the courts might not better have questioned the Commis- 
sion’s doings before instead of after several great rail systems had been subjected 
to drastic capital readjustment. Well, we understand it to be a settled rule of the 
judiciary that it will not, in the absence of gross error, interfere with an adminis- 
trative body’s findings of fact; we understand also that the ICC has always 
represented its crystal gazing into the next several decades as turning up incon- 
trovertible facts. 

Concluding his memorandum, Justice Frankfurter seems to suggest that the 
Missouri Pacific plan might again reach the Supreme Court, there to be decided 
“with the benefit of additional light.’’ If there is such a possibility, the cireum- 
stances that a number of reorganizations have been carried through without the 
benefit of additional light is no reason why one should not be completed under a 
brighter illumination. 


If the high-handed and wrong-headed practices of the Interstate 
Commerce Commission in these reorganization cases were applied to 
industry generally, they would undermine the foundations of private 
property and our whole economic system. 

There is nothing in the laws or policies of the Congress that requires 
the Commission to decree wholesale annihilation of securities. On the 
contrary, the laws and policies of the Congress require the Commission 
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to avoid forfeitures by every reasonable means available, through 
moderate financial adjustments, through purchases and retirements 
of debt at a discount, and other business-like methods. 

There is nothing in the laws or policies of the Congress that requires 
the Commission to deprive stockholders at any time or for any period 
of time of their normal rights to elect their directors. ‘The Commission 
is not obliged under any legislation to “direct financial power into 
new channels,”’ to promote monopolies or to distribute vast economic 
patronage. On the contrary, such practices are offensive to our 
settled national policy. 

Even when the Commission is shown to have been wrong in case 
after case, involving the destruction of hundreds of millions of dollars 
of securities and the amputation and down-grading of billions of 
dollars of other securities—-and much of it in contravention of con- 
gressional and Executive policies—some members of the Commission 
and their staff show no humility and little inclination to mend their 
wavs, but seek rather by far-fetched or beclouding theory to justify 
their dogged forfeiture practices and their stubborn disregard of 
fundamental facts and of the wishes of Congress and the Executive. 

This committee has made many efforts to promote a more reason- 
able administration of section 77 of the Bankruptey Act, but thus far 
the Commission has continued to bury its face under the pillow and 
ignore the plain fact that we are living in an economic era wholly 
different from that of the 1930’s. Developments in our economy and 
in our national policies have altered the economic horizons. 

The railroads are the keystone of our transportation svstem. No 
other industry is more vital to the public interest and welfare of this 
country. In time of war the essentiality of our railroads increases. 
They are as vital as any armament plant—for the supplies to support 
troops in the field must move, in the main, over the railroads. The 
American people, in addition to having a profound interest in the 
efficient and honest management of the railroads, have a tremendous 
personal financial stake in them. This is not to be dealt with ignor- 
antly or capriciously. It is not to be destroyed or down-graded by 
Government fiat based on wrong guesswork or bureaucratic theory. 

Pursuant to our responsibilities we shall continue to examine Com- 
missioners on this subject when they come before the committee. 

It is regrettable that the necessity of reporting these serious and 
urgent matters mars our recommendation to approve the nomination 
of Mr. Mahaffie for reappointment to the Commission. These 
matters are more important, however, than any personal considera- 
tions. The nominee has had a long and distinguished career in the 
Government. He is sincere, able, and gifted. He has been a member 
of the Commission since September 2, 1930, a period of almost 22 
years. During the eight preceding years he was Director of the Com- 
mission’s Finance Bureau and, upon his elevation to the Commission 
in 1930, he became a member of the Commission’s Finance Division, 
of which he has been Chairman since August 1946. He is held in 
high esteem by his colleagues and subordinates, and by others in and 
out of the Government. Within less than 2 years he will reach the 
retirement age of 70. He has given us assurances that he will con- 
tinue to devote his energies conscientiously to some of the problems 
discussed in this report. 


NOMINATION OF CHARLES D. MAHAFFIE 7 


APPENDIX 
SUPREME Court OF THE UNITED STATES 
No. 413—October Term, 1951 


Bondholders, Inc., Petitioner, v. Leigh R. Powell, Jr., and Henry W. Anderson, as 
Receivers of Seaboard Air Line Railway Company, and Seaboard Air Line Rail- 
road Company 


ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF APPEALS FOR THE FOURTH 
CIRCUIT 


[January 28, 1952] 


Opinion of Mr. Justice FRANKFURTER in connection with the denial of the 
petition for writ of certiorari. 

On more than one occasion | have indicated the inherent bars to stating, how- 
ever briefly, the reasons for denying petitions for certiorari. See, e. g., Maryland 
v. Baltimore Radio Show, 338 U.S. 912, 917-918. The practical administration 
of justice, not any interest of secreey, precludes. Since the denials of petitions for 
certiorari cannot be accompanied with explanations, a public recording of a dissent 
from such a denial cannot without more fairly disclose to what such dissent is 
directed. The ambiguous and unrevealing information afforded by noting such 
dissent is rendered still more dubious if dissent is not noted systematically, but 
only in selected eases. For these and reinforcing reasons it has been my unbroken 
practice not to note when I have dissented from the denial of petitions by the 
Court. 

It has also been my view, however, that it becomes appropriate from time to 
time to set forth some of the issues that may be involved in a case in which a 
petition for review here is denied. This is such an instance. 

In December 1930 the Seaboard Air Line Railway Company, operator of railway 
lines in the southeastern States, defaulted dn its debts as they fell due. It applied 
to the Federal District Court in Virginia for a moratorium. This was granted 
and the control and management of the road were thereupon transferred to the 
District Court, functioning through receivers. In December 1943 the District 
Court announced its readiness to give up control upon terms drawn from doctrines 
of this Court. See Ecker v. Western Pacific R. Corp., 318 U. S. 448; Group of 
Institutional Investors v. Chicago, M., St. P. & P. R. Co., 318 U.S. 523. 

The District Court required drastic changes in the ownership of the property 
and in the respective rights of the beneficial owners as between themselves. Only 
some of the Seaboard securities were to be permitted to share in the ownership of 
the railroad; others were to be eliminated. The removal of the junior securities 
from the Seaboard scene and the delivery of the entire property to the senior 
securities deprived the junior securities of nothing—so it was assumed. The 
District Court concluded that the dispossessed securities, both bonds and stock, 
were worthless on the forecast that the Seaboard would never earn enough to 
yield an income on these junior securities. The District Court assumed, as did 
this Court in 1948, that the future earnings of a railroad could be estimated with 
substantial accuracy. Any error in such computation was deemed to be insub- 
stantial, so that the amount of the destroyed junior securities that might have 
been saved had error been avoided would likewise be negligible. 

The elimination of the junior securities was naturally reflected in an alteration 
of the financial structure of the Seaboard. This was deemed desirable in any 
event in order to simplify that structure. It became impossible to preserve intact 
the respective positions of the holdings that survived the reorganization plan, 
that is, the rights as between themselves fixed in the terms of the old securities. 
But it was thought that substantially fair substitutes for those older securities 
and those rights would be afforded by the new financial structure. Thus, in the 
case of senior securities which had a senior claim on the income of specified por- 
tions of the Seaboard property, the amount of the future income of each of these 
portions could be computed in advance by the District Court and the new secur- 
ities offered in exchange for the old would be based on such computation. Such 
a view obviously assumed the practicability of computing with substantial 
accuracy the future earnings of different portions of the Seaboard system, just as 
the doctrine justifying the abolition of junior securities assumed the practicability 
of computing with substantial accuracy future earnings of the whole Seaboard 
system, 
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The presuppositions of this judicial attitude toward railroad financial problems 
in the depression and post-depression eras were applied by the federal courts in 
a number of railroad cases. The validity of these principles came under criticism, 
both in and out of Congress, in part by comparing the estimates of future earnings 
made by experts whose views District Courts had followed, with the subsequent 
actual earnings of the roads. Extensive studies of this nature were made by the 
Senate Committee on Interstate Commerce in 1945 and 1946. Since these 
Senate investigations six more years of actual earnings furnish the means of test- 
ing the earlier estimates. The facts now available as to the Seaboard are illu- 
minating. 

The doctrines formulated by this Court on the basis of abnormal depression 
and early war years—before the implications of the accelerated momentum of 
economic expansion were generally appreciated—require District Courts to make 
two basic prophecies: a road’s future earnings and the income rate on bonds and 
other securities appropriate for the future. From these two figures is derived, 
largely, the total amount of new securities under a new capitalization of a re- 
organized railroad. Put in over-simplified terms, the procedure for determining 
a new financial structure is something like this. The face amount of a security, 
sav $1,000, is settled and the interest rate of that security, say 4%. The annual 
income of such a bond is therefore computed to be $40. Reversing the sequence, 
by taking first the income vield of $40 and the interest rate of 4% it is deduced 
that the face amount of the bond is $1,000. This is arrived at by using the 
multiplier 25, fixed by the interest rate, and multiplying the dollar yield, and the 
multiplier to ascertain the capital amount of the security. 

In the estimate of the two basie figures errors may enter in either or both. 
The highest probability of error and the largest amount of possible error is with 
respect to the estimate of future earnings. Thus, assuming a 4% interest rate 
and therefore a multiplier of 25, and estimating the average annual earnings of 
the Seaboard at $7,500,000, the formula would lead to a capitalization of $187,- 
500,000. This amount of securities would then be distributed to the owners of 
the Seaboard’s pre-receivership securities in the order of the seniority or priority 
of their old securities. If the amount of new securities is insufficient to provide 
anything for the old junior bondholders and stockholders, their old securities, 
being thus proved worthless, would be wiped out. 

If, however, the future average earnings were estimated not at $7,500,000 but 
at $16,500,000 per vear, the same multiplier as before, 25, would produce a capital- 
ization of $412,500,000. The difference between the capitalizations based on 
two different estimates of earnings would be $225,000,000. This amount would 
be the measure of the old junior securities saved by the higher estimate of earn- 
ings but destroved as valueless by the lower estimate. In many reorganizations 
older methods of valuation are given some, usually minor, weight, e. g., book 
figures on which the lnterstate Commerce Commission approved the issue of 
securities, reproduction cost less depreciation, ete., ete. 

When the District Court in 1943 approved the destruction of junior Seaboard 
securities, it did so by aecepting the estimate of $7,500,000 as the future annual 
earnings of the road. Since that estimate was made and judicially decreed the 
average annual earnings for almost a decade have been $16,500,000. (The figures 
of earnings for 1943-1951 are reported earnings; real earnings may be higher, 
even though accounting technique may not wholly reflect them. The figures here 
given for estimated and actual earnings are in round sums.) 

On such a showing what amount of the old Seaboard securities were unjustly 
destroyed? ‘This might be computed by indulging in a new estimate, comparing 
it with the $7,500,000 estimate and multiplying the difference by the multiplier 
of 25. Or the computation can be based on the earnings in fact made since the 
original estimate. On the latter basis we find that at least $81,000,000 of old 
Seaboard securities were destroyed On an invalidated guess. All valuations based 
on estimates of future earnings are bound to be guesses in the sense of reaching into 
the future. That is a reason against, not for, turning guesswork into dogma and 
a reason for correcting bad guesses as much as is reasonably practical by hindsight. 
In view of the impressive demonstration afforded by the Seaboard as to the frailty 
of pretentious guessing which causes ruthless, however unintended, destruction of 
property, perhaps District Courts should today be far more reluctant to sanction 
destruction of massive proportions of securities on the basis of such illusory 
estimates. 

For what the Seaboard situation proves is not the mischance of a mere guess. 
It calls into question the whole process of dealing with this problem. The esti- 
mates that have been so vastly negatived by the event were the product of four 
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years of intensive study by a Special Master, qualified as a specialist in railroad 
affairs, with special knowledge of the Seaboard, estimates confirmed by a vast 
judicial apparatus. And the Seaboard is not an isolated case. In other railroad 
cases post-prediction earnings over a substantial period are far above the estimates 
on which extinction was decreed against junior securities. Indeed, the records of 
these railroad reorganizations at the hands of the Interstate Commerce Com- 
mission and special masters, and courts have inevitably aroused deep scepticism 
as to expertise ia this field, or, at least, as to reliance in decreeing drastic forfeitures 
on the basis of it. It is not to be wondered that both the Executive and the 
Congress have recorded dissatisfaction with the heavy incidence of forfeiture 
decreed by courts, not by virtue of specific authorization but as a matter of judicial 
administration. 





SupREME Court oF THE UNITED STaTEs 
Nos. 524, 525, 526, 527 and 528—October Term, 1951 
No. 524 
Chemical Bank & Trust Co., Trustee, v. Group of Institutional Investors 
No, 525 
Alleghany Corporation, v. Group of Institutional Investors 
No. 526 


Missouri Pacific Railroad Company 5%% Secured Serial Bondholders Committee, v. 
Group of Institutional Investors. 


No, 527 
Farwell, et al., v. Group of Institutional Investors 
No, 528 
Missouri Pacific Railroad Co. v. Group of Institutional Investors 


ON WRITS OF CERTIORARI TO THE UNITED STATES COURT OF APPEALS FOR THE 
EIGHTH CIRCUIT 


{June 9, 1952] 


Memorandum of Mr. Justice FRANKFURTER, in connection with the denial 
of the petitions for writs of certiorari. 

Reference to the opinion in Maryland v. Baltimore Radio Show, 338 U_ 8S. 912, 
makes it unnecessary to indicate the reasons which preclude the Court from 
stating, however briefly, the grounds for denial of petitions for certiorari. Selective 
notations of dissent from such denials would not correctly reflect the operation of 
the certiorari process. That would require notation not only of all dissents 
when petitions are demed. It would equally require public recording of dissents 
from the granting of petitions. Due regard for all these factors touching the 
administration of our certiorari jurisdiction has determined my unbroken practice 
not to note dissent from the Court’s disposition of petitions for certiorari. 

But it has seemed to me appropriate to indicate from time to time the issues 
that are involved in a litigation for which review has been sought and denied. 
These cases, arising out of the long drawn-out Missouri Pacific reorganization, 
present another such instance. The denial of these petitions for certiorari does 
not definitively close the door for relief to security holders who claim forfeiture of 
their rights. The current Interstate Commerce Commission plan for the reorgani- 
zation of the Missouri Pacific system has not been consummated. It may never 
be consummated. If carried to the stage of confirmation by the lower courts, 
review may again be sought here, perhaps with the benefit of additional light. 
But as the matter stands, two great questions are in controversy; they are ques- 
tions for which the Congress has not authorized the Interstate Commerce Com- 
mission to give final answers. 

The reorganization plan sustained by the lower court involves the forfeiture of 
existing securities of vast proportions. The Commission’s plan also eliminates 
existing corporations and directs financial power into new channels. These far- 
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reaching consequences are based on the Commission’s predictions of the future. 
One is not remotely unmindful of the relevant elements and their meaning on 
which judgment in such matters must be based, nor of the diffidence with which 
courts should sit in judgment upon the Commission’s conclusions, by reminding 
that the Reorganization Act of 1933 (§ 77 of the Bankruptcy Act), 47 Stat. 1467, 
1474, as amended, did subject to judicial review the determinations of the Com- 
mission and the processes which underlie them. 

In three vears (1940, 1944, and 1949) the Commission has proposed forfeiture 
plans on the basis of estimates of future earnings of the three component parts 
of the Missouri Pacific lines. The estimates on which the Commission based its 
proposals to strike down hundreds of millions of dollars of securities were the 
same in 1944 as in 1940. In 1949, the Commission recognized that the 1940 and 
1944 estimates and forfeiture proposals were unsound, to the extent of millions 
of dollars. 

In the eleven years since the Commission first proposed forfeiture on the basis 
of estimates of future earnings in this case, the actual earnings of each of the 
three component parts of the Missouri Pacific lines have exceeded those estimates. 
Two of the three have earned, in those eleven vears, more than twice as much as 
the estimates; one earned almost fifty percent more than the estimate. 

For the system as a whole, the actual earnings of the eleven post-estimate 
vears averaged $18,000,000 per vear more than the estimate on which the Com- 
mission’s forfeiture plan was based. For every million dollars of underestimate 
of future earnings the Commission’s forfeiture proposals would unjustly destroy 
twenty to twenty-five million dollars of securities. (For the basis of this caleu- 
lation see my opinion in Bondholders, Inc. v. Powell, 342 U. 8. 921.) The error 
indicated by the eleven years of actual earnings suggests that the Commission 
undervalued the property in 1940 and 1944 by $360,000,000 to $450,000,000. 

In 1949, when the Commission adopted higher estimates for each of the three 
components of the Missouri Pacific lines and for the system as a whole, the Com- 
mission doubled the 1940 and 1944 estimate of the future earnings of one of the 
three parts of the Missouri Pacific system. But the actual earnings of each of 
the three years since the 1949 estimate substantially exceeded even that doubled 
estimate. Similarly, though the Commission in 1949 substantially increased 
the 1940 and 1944 estimates for the other two components of the system, their 
actual earnings for the three ensuing years were, in the case of one of these two 
sections of the svstem, double the Commission’s 1949 estimate, and, in the other, 
4&8 percent above the 1949 estimate. 

On the basis of the record of actual earnings so far available, the indicated 
error in the Commission’s 1949 increased estimates of future annual earnings is 
$11,500,000; this sum, multiplied twenty to twenty-five times, in accordance 
with the Commission’s procedures in determining the amount of forfeitures in 
railroad reorganizations, implies a wiping out, under the 1949 plan, of $230,000,000 
to $287,500,000 of junior security holder interests. 

Besides the rights which the Commission has thrice deemed valueless, it has 
proposed to substitute securities less valuable than what bondholders at present 
own. The total stated amount of Missouri Pacifie system bonds, stocks, and 
accumulated, unpaid interest and preferred dividends, whose owners would suffer 
what amounts to partial or entire forfeiture, exceeds three quarters of a billion 
dollars. 

Of these, the Missouri Pacific preferred and common stock, the two junior 
securities owned by the public, may be considered in connection with the esti- 
mates on which the Commission in its 1949 plan proposes to. forfeit one in large 
part and the other entirely. The present preferred stock has a par value of 
$100 per share; in addition, as the Commission and the lower courts have noted, 
accumulated dividends (now approximately $150 per share) must be taken into 
account. As to each share, having this aggregate lawful claim of $250 of par- 
ticipation in the railroad’s property, the Commission’s plan would wipe out as 
valueless some $217, and to allow $43 as of some value. At the present dividend 
rate, the Commission’s finding in effect assumes that the Missouri Pacific system 
can earn on its present preferred stock not more than $2.15 per share. The 
actual earnings on this stock, in the eleven years since the Commission first began 
to issue its plans for the Missouri-Pacific, have been $17 per share per year, or 
eight times the increased estimate made by the Commission in 1949. In the 
three years since the Commission ruled that the present preferred stock has a 
value of only $43 per share the company has earned more than $43 on each share. 

As to the Missouri Pacific common stock: in 1940, 1944, and 1949 the Com- 
mission ruled that this stock is without value—7. e., that the railroad system 
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will in the years subsequent to the making of the estimates be unable to earn 
one cent on its common stock. The actual earnings on each share of this stock, in 
the eleven years since the Commission first declared it valueless, have averaged 
$10 a year. 

It might be expected that when the Commission has, at three different periods, 
made estimates of future earnings for each of three component portions of a railroad 
system, as well as for the system as a whole, and in effect for various classes of its 
securities some of the errors inevitable in each of the numerous estimates would be 
overestimates, and some would be underestimates. In this Missouri Pacific 
proceeding, the Commission’s errors have invariably been underestimates—for 
the system as a whole, for each part of the system, for different classes of securi- 
ties, in 1940, again in 1944, and once again in 1949. 

This picture if of course drawn with a broad brush. Many other factors would 
enter into the whole fiscal story of estimated earnings, actual earnings, miscal- 
culations, foreseeable factors left out of account, unforeseeable factors, etc., ete. 
They would not affect the essentials here indicated—the uniformity of erroneous 
guessing, the invalid assumptions of such guessing, the tenuous nature of the 
process whereby vast interests were adversely affected, the inadequate basis for 
exercising the judicial scrutinv demanded by Act of Congress, etc., ete., ete. 
Even more than did the Seaboard situation the whole record in the Missouri 
Pacific reorganization proves ‘‘not the mischance of a mere guess. It calls into 
question the whole process of dealing with this problem. * * * the record of 
these railroad reorganizations at the hands of the Interstate Commerce Commis- 
sion and special masters and courts have inevitably aroused deep sceptism as to 
expertise in this field, or, at least, as to reliance in decreeing drastic forfeitures on 
the basis of it. It is not to be wondered that both the Executive and the Con- 
grees have recorded dissatisfaction with the heavy incidence of forfeiture decreed 
by the courts, not by virtue of specific authorization, but as a matter of judicial 
administration.” 

O 





